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I. QUALIFICATIONS 

(1) My name is John W. Map. My business address is Georgetown University, McDonough 
School of Business, 37th and 0 Streets, N.W, Washington, DC, 20057.1 m Professor of 
Economics. Business and Public Policy in the McDonough School. I am also the Executive 
Director of the Center for Business and Public Policy in the McDonough School at 
Georgetown University. Prior to assuming my current responsibfities, I have held several 
positions in the McDonough school including Senior Assodah Dean (1999-2001) and Dean 
(2002-2004). 

(2) I hold a Ph.D. in economics from Washington University in St. Lows (1982), Wjth a pdncipd 
field of concentration in industrial orgnization, which includes the analysis of antitrust and 
regulation. I also hold both an M.A. (Washington Universi~y, 1979) and a B.A. (Hendtix 
College, Conway, Arkansas, 1977) in Economics. I have taught economics, business, and 
public policy courses at Washington University, the University of Tennessee, and Virginia 
Tech. Also, I have servcd as Chief Economist, Democratic Staff of the U.S. Senate S m d  
Business Committee. Both my research and teaching have centered on the relationship of 
government and business, with particular emphasis on regulated industries. 

I have authored numerous artidcs and research monopphs, and have Mitten a 
comprehensive text entided G o m c n t  and Busincrr: Tbe Economics g Antimsi and Rrgnhtion, 

(with David L Kaserman), The Dryden Press, 1995. I have also wdtten a number of 
specialized articles on economic issues in the tclecommunications indusrry. These articles, 
including discussions of competition and pricing in the telecommunications industry, 
appeared in academic journals such as the RAND]oumalof Eronomks, fbe]oumaIg Law and 
Economirr, tbe]o~maI of IndnrhiaIEronomirs, thcJoumal of Rg&oq Emnomus, and the Yab 
JonmaI on RLgulntin. 

My name is Michael Pelcovits. I am a Pdnupnl of the consulting fum Microeconomic 

Consulting & Reseatch Associates, Inc. (“MiCRA”), which specLlizes in the analysis of 
antitrust and regulatory economics My business address is 1155 CoMccticut Avenue, 

Washington, D.C. 20036. I joined MiCRA in October 2002. Pdor to this, I was Vice 
President and Chief Economist at WorldCom. In this position, and in a similar position at 

(3) 

(4) 

. 
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MCI prior to its mergcr with WorldCom, I was responsible for dirccdng economic analysis 
of regulatory and antitrust matters, before federal, statc, foreign, and international 
government agenaes, legislativc bodies, and courts. Prior to my cmployment at MCI, I w a s  a 
founding principal of the consulting firm, CorncU, PdcoVits k Brenner. From 1979 to 1981, 

I was Senior Staff Economist in the Office of Plans and Policy, Federal Communications 
Commission. I have testiGed or appcarcd before the Federal  communication^ Commission, 
many statc rcgulatory commissions, the Office of Telecommunications (Oftel) of the UK 
governmcnt, the European Commission, the Ministry of Telecommunications of Japan, and 
the Civil Acronautics Board. I have kc turd  widcly at universities and published several 
articles on telecommunications regulation and internadonal economics. I hold a B.A. from 
the University of Rochester (rumma ~ u l l  hh,J and a PhD. in Economics from the 
Massachusetts Institute of Technology, where I w a s  a National Sdencc Foundation f d w .  

(5) My name is Chris Frenmp. I am an Economist at the consulting firm Microeconomic 
Consulting & Research Associates, I n r  (‘MiCRA’’), which specializes in the analysis of 
antitrust and rcgulatory economics. My business address is 1155 Connecticut Avenue, 
Washington, D.C. 20036. I joined MCRA in Deccmber 2003. Prior to this, I was a Senior 
Economist at WorldCom. In this position, and in the same position at M U  prior to its ~ 

merger with WorldCom, I provided economic analysis of regulatory mattcrs before the 
Commission and state public utility commissions, including pncc cap regulation. universal 

service, and local compctition. Prior to my employment at MCI, I was an Economist in 
what was then the Common Carrier Bureau of the Federal Communications Commission, 
from 1987 through 1994. In that position, I served on the task force that developed and 
implemented price cap regulation for A T M  and the local exchange cam-. I hold a BA. 
from the Universiq of Texas and a Ph.D. in Economics from thc Texas A&M University. 

My name is Scth Sachcr. I am a Principal with the consulting fwm of Bates white, LLC. My 
business address is 2001 K Strect, Nw, Washingtoq DC 20006. I joked Bates White in 

(6) 

2003. prior to 
Associates, I was a Staff Economist 11 the Fcdcd Trade Commission. I have also held 
seven1 other positions as a professional economist within government, unimrsities, and thc 

private scctor. 1 am a spccialist in applied industdal organhation and antitrust and haw 
extensive experience analyzing economic issues pertaining to competition, such as market 

I was a Principal at Charles River Associates. Before joining Charles River 

2 

___ 



REDACTED-FOR PUBLIC INSPECTION 

defintion and the evaluation of entry conditions. I have worked on these issues in matters 

involving a broad spectrum of industries, including the telecommunications indusny. I 
received a B.A. in Economics from the Stah University of New York at Binghamton and an 
M.A. and Ph.D. from the University of Maryland. I have published sexera1 articles in the 

areas of antitrust and applied microeconomic analysis. 
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enter local exchange markets! It is, of course, difficult to untangle whether these failures are 

the consequence of poor business models, the bursting of the “dot-com bubble,” a generally 
weak economy or monopoly-entrenching behavior of thc RBOCs’ It is dear. however, that, 

given the generally nascent stage of competition in locd exchange telecommunications 
markets today, the ultimate success or failure of the competitive seeds that are present to 
“takc toot’’ ctitically depends at this juncture on the ability of the Commission to “gct it 
right“ in enabling competition.’ 

In Section V, we turn specifically to a discussion of the Commission’s approach to 
impairment and how the standards adopted in the TRO can be modified M account for the 
USTA I1 decision. Before turning to thc technical issue of impairment, howmcr, it is 
important to see what, cxactly, is at  stake. who arc these new providers? what do they do? 
Hoar do their activities play a role in advancing telecommunications competition and 
telecommunications invcsuncnt? 

To gain insight into thesc questions, we sought information from the competitive locd 
exchange carricrr (CLECs) on their activities in the macketplacc While the Commission has 
gathered aggrrgate data on line counts, etc., we sought more nuanced information that, we 
found, reveals a picture of both vitality and vulnerability. The vitllity of CLECs in the 
marketplace is palpable At the same timc, the vulnerability of thesc carncrs to adverse 
decisions to enable competition fully is also abundantly apparent. 
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IV. VlTALlTY AND VULNERABILITY OF THE 
CLECS 

9 ?he puocs we hdd &cussions wth arc BEGIN PROPRIETARY END PROPMEURY. 

a 

--..- 

While aggregate data port.ra$ng the nationwide or state-by-sate footpdnt of n m  entrants 
into the telecommunications arena is useful, they fail in many ways to portray accurately the 
full vitality that new entrants are bringing to telecommunications markcts. To gain a more 

complete c'granular'~ perspccavc, we conducted a series of intervim with a number of 
CLECs that rely upon the provision of unbundled netarork elements to provide r e d  
telecommunications service. 

Interviews with twelve of the CLECs that are sponsors of h i s  studyarrre conducted during 
the period from September 20 through September 28,2004? The size and scope of the 
carrien vary widely. Their 2003 revenues ranged from $10 million to $869 d o n ,  with an 
avcmge of $226 million. One entered in 1994, two in 1995, onein 1996 and 1997, fm in 

1998 and two in 1999. All offer web hosting and high-speed Internet services, 11 offer local 
and long distance voice serviccs, nine offer dial-up Internet SCMCCS, and eight offer pure 
data scrvices 

The results of these intetvims arc quite telling. Specifically, we found these new competitors 
are introducing innovative new SCMCCS into the marketplace, are ddving the mvkct to 

reduce prices, and are increasing customer choices for services that formerly were the 
domain of a single monopoly pmvider. Moreover, the presence of these firms is forcing the 

incumbent Bell companies to innovntc and incrcwc investments that enabk improved and 
superior customer pcrformancc. Importantly, all these benefits are being driven by firms that 
critically rely upon a regulatory framnvork that fully cnables the emergence of competition, 
including acces9 to network dements. 

While the CLECs have brought numerous benefits to the enterprise local cxchange market, 
they are also highly vulnerable. While such vulnerability of specific new entrants- 
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individually-is to be expcctcd, our assessment is that the entire competidve fringe is, at this 
point vulnerable. This wlnwbiliry places at risk virtually all of the compedtivc benetits just 
identified in the event that the Commission does not fully embrace a compcdtion-cnabling 
poli~y.’~ In this secdon, we discuss both the vitality and vulnerability of the CLECs 

IV.1. Vitality of the CLECs 

(18) The “value added” m sodety of the CLEC compedtive fringe manifests itself in a number 
of ways. For instance, we found CLECs haw often been the first firms in a given geographic 
region to offer new services that the marketplace finds anracnve. For example, one company 
indicated that it was the first tdecnm provider to offer locsl service, including f d y  featured 
class 5 local voice and 91 1 services as well as long-dismcc voice services, and high spccd 
Internet connectivity, over an Internet Protocol network-” The inuoducuon of Internet 
Protocol network architecture and softswitching in the local exchange market has permitted 
local service providers to offet fo small businesses affordable state of the art services that 
were previously only aMiLble to big businesses. This is due to the capabilides intrcduced by, 
use of Internet Protocol VI existing circuit switched technology-. 

several CmCs similarly indicated they were the first in their service arcas to Offer 
broadband services to their customers?* Some indicated the incumbent local exchange 
carriers (ILECs) had essentially abandoned markets below the top tiers und their entty.” 
The broader evidcncc suggests that CLECs in g e n d  have engaged in a huge push to 
deploy broadband products, particularly in Iowa der markets, and this has forced the ILECs 
to respond in kind. As noted by many interviewees, by bdnging such scrviccs to lower tier 
markets, the presence of the CLECs not only has directly bcnetited the customers receiving 

I 

(19) 

9 
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these services, but generally has made such areas more competitive in retaining and attracting 
businesses and employment 

(213) Several CLECs indicated that they were the &t to off= integrated voice and data services 
over the same T1 lines.“ Thus, within a lY tine, these products will dcdicnte a certain 

number of channels to voice and a certain number of cham& to data. Prior to their enay 
into their respective market areas, incumbent producers, usually only the ILEC, would not 
split their Tls in this manner. These new CLEC products allowed customas to purchase 
fewcr lines. Most of thc CLECs indicated that afier they introduced such products, the 

ILECs would u s d y  follow suit. 

(21) One CLEC indicated that it was the first in its mnrkctiog areas to offer what can best be 
depicted as the “next generation” of the integrated products described above-’’ Spedficdly, 
in a typical integrated loop, a certain number of channds are resenred for voice and a certain 
number are dedicated to data. This CLEC indicated it is offering a “dynamic bandwidth 
allocation” product. Thus, whereas the integrated products described above dedicate a 
certain number of channels to voice and a certain number of channels to data, this product 
allows data services to “borrow” any unused voice bandwidth when phone lines are idle 
(with voice services always given priority over data). This product has a number of 
advantages for Customers. For example, for companies that sporndidy me large data 
applications, it can reduce the number of lines they must purdrrse. 

(22) Another CLEC indicated it offers customers unique remote dau bodrup and recovery 
services.‘6 This service automatically backs up customer information through heir Internet 
or Vl” connections. Information is backed up at a storage infrastluctun located in the 

CLEc’s collocation facility. The entire process is automated and obviates the need for staff 
to handle tapes or run backup jobs. Further, customers do not need to incur hardware OK 

software costs to support their storage needs. 

- 

j4 

15 

l6 

Discussion &I BEGIN PROPRDXARY END PROP-TARY 
Discussions with BEGIN PROPRIETARY END P R O P W a y  
Discussions with BEGM PROPRIETARY END PROPRIETARY 

10 



REDACTED-FOR PUBLIC INSPECTION 

I 

13 

(28) A number of CLECs indicated that while they themselves may not be offering the lowest ’ , 

prices found in the marketplace, thdr presence has Id to lower prices that benefit 
consumers They indicated these ate real pricc reductions that are not driven simply by 
tcchnology induced cost reduction;, For cxample, one company believed the local I U C -  
reduced prices on digital switched services and JSDN PRI services, including free months of 

service, were a result of its praencc and that of anothcr CLEC.m Another party o b s e d  
the Bell companies attempting to offer the same type of bundled services that it docs, as w d  
as redudng the priccs of its services in response to CLEC cnuy into a particular ma.= This 
CLEC noted that sometimes such Bell responses do not take place until it secures significant 
(former ILEC) customers, but that in markets in which it has entered reccntly.Jhe ILEC 
response was immediate. Scvetal noted aggressive “winback” programs by the Bds that 
were in drect response to the CLECs’ presencc. For cxampl, when one CLEC cntcred the 
downstream, small and mid-sizcd business (SMB) market, it gcnecdy priced 25 to 30 pcrcent 
below ILEC prices. BellSouth responded with winback pmgmms discounCing its ranffcd 
tares up to 25 percent:‘ 

(29) Another CLEC indicated that rates currently available from the Bdls to business customers 

have dramatically fallen for all local exchange services in nspon~e  to the emergence of some 
competition. For example, rhis CLEC reports that rates for ISDN PRI services are one-third 
of what they were when the CLEC Grst  entered the market. a consideration that w a s  at least 
p d y  due to the presence of CLECsy 

(30) Yet another CLEC provided a number of examples of price reductions by Qwst in its 
marketing area that wcte largely a direct response to its presence and that of other CLECS.~ 
BEGIN PROPRIETARY END PROPIUETmY 

29 Intc- with BEGIN PROPRdARY END PROPlUETARY 
Discussions with BEGIN PROPRIETARY END PROPIUJ3TARY 
Discussions with BEGING PROPNET-Y END PROPWARY 
Discussions with BEGIN PROPRlETARY END P R O P m M y  
Discussion with BEGIN PROPRIETARY END PROPRIETARY 

I* 

3’ 
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(31) Another benefit of the CLEC industry js  that of redundancy. Thus, in addition to providmg 
greater choice and spurring price and investment competition, CLECs provide redundancy 
in case of disaster& Fot uample, ITCADcltaCom noted that in data center maintained 
service throughout the recent hurricvles in Florida.” and NEON Communications helped 
provide emergency services to lower Manhattan in the aftermath of 9/11:’ 

In addition to the welfare-enhancing effects of the CLECs brought about by the 
introduction of new services, lower prices and increased consumer choice, there is growing 

evidence that a v ibmt  CLEC presmce will enhance rather than diminish investment in 
modern telecommunications infrastrucnue capable of supporting advanced ~erviccS. This 
evidence comes from economic theory nnd from empirid econometric studies.” 

F i y ,  it is worth noting that even the business press has increasingly tccognized the 

importance of a vibrant competitive sector in tekcommunimtions markets For example, a 
recent commentafy in Business Week noted that SU~NPS in other counmes that have been 
afforded access to incumbent Grm networks have “waged fierce battles Pgainst giant r iv l ls ,  
ddving prices down and speeds up. ‘Competition is the No. 1 (reason) why one counay 
grows faster than another,’ says Sam Paltridge, &e OECD’s telecom and)% ..On this scorn, 
the US. has blown it.. . The country must create vigorous competition to drivc the low ~ 

prices and high speeds that can usher in a prosperous broadband 

(32) 

(33) 

‘Wddltcom Dclivcrs lap/. Up Time %ugh T.opicpl S m m  &ton and Fracnei,” PI-% Rclcasc, 

(visited Septcmba 29,2004). 

Vinccnt Rpn, *‘Eacly hopes qui* dashed:’ Ttkpbmy, Scplcmbcr 24.2001. 
For n su- of the theomid and cumomenic evidence, 6ce eg., Ditect Teahmy ofJohn W. Map, 
submitted for AT&T, in PA PUC. Dockct No. IMu0099. PI pp. 39-51; See nho See also CIdr., H W  
I ~ O M  aud Kotlkoff, “Assusing thc b n o m i c  Gains from Tr*com Competition,” NBER Working Papa 
snics, May 7JX4; P h d  C e m ,  Policy Bulk611 No. 4: ?hc Truth .boutTclecommunicndolu Lwer01W~t, 
Jum 24, Mo3; US, T h c  Starc of Local Cwnpedaon, (2003). p. 10 md wt4 M e n s a  the EcoUOmiC 
Impact of the Telecommuniutions Act of 1996: T e l a m m m ~ d a n s  C.pid Expndkucn (l996-2M)l) 

’7 “Commentary: &hind In Brosdtand,‘‘ &&ur IVa.4, August 27,2M)4. 

scptembu lo, Z W ,  x. 
J5 

% 

(Ocrnbn ZOOZ). 
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lV.2. The vulnerability of the CLECs 

(34) In any discussion of the vitality of the CLECs, it is critical that the Commission recognize 
that this Vitality is by no means ensured on a forward-going basis. Indeed, the success of 
these Grms under a policy that has assured unbundled network dements (UNE) availability 
cannot-as a matter of  logic and empirical fact-& taken to be guaranteed, or wen likely- 
in the absence of UNE availability.” To do so would be akin to suggesting that a patient 
taking a tenday treament regimen stop taking medication after h e  days simply because he 
appears healthy. Indeed, any dispassionate assessment of the CLEC industry makes the 
vulnerability of this enure competitive fringe abundantly clear. Evidence of thc significant 
difficulties facing the CLEC competitive fringe include a variety of fanon such as the high 
number of bankruptcies and exits that have befallen the CLEC fringe fums, the difficulties 
these entities frcc in raising capital, and the current financial position of the CLECs, as 
revealed through the interview process and publicly avlilnblc information. 

As shown in Table 1, there have been scores of CLEC bankruptcies in recent yeus. (35) 

J Indeed. thc Commission nced ody d c c r  on the mnrl tpke  rcacdrm to the recent decisions no( co pursue 
policies dcsigncd to provide mnss-rmrkct ~ d ~ h i n g  on PD unbundled bnsir. SpCdEdly, m the wak of tho= 
decisions. scvenl m&r p.roicipnns l ~ m c e d  withdrnvals ox signikant supply lrducdwr horn lcjidcodal 
locd erch&ngc m u l e s  (eg., M “AT&T to Stop Competing in the Rcsidendal Local md hn@mnCe 
Maker io k e d  States,’’ Pres Rclclac, June 23,2004). Thuc supply reductions will lend ta d u d  cwstuna 
choices, highct prices, less compeaavc pmsurc on thc incumbent local ardungc providas, and ductions in 
consumer welfare, 

15 
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Table I: CLEC bankruptcies through August 2004" 

ire Communications 

(36) According to the Association for Local TelccommUnicanoos Setvices (an), of 18 pubLly 

traded CLECs, 15 reported an p n n u a l  net loss in 2002,@ and at last 12 reponad net losses in 

&(visited on Septemtxr 28,2004). 
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2003." In its 2000 report, ALTS reported there were more than 3M) facilities-based WECs. 
In 2004, it reported therc were 59 independent facilities-based CLECS.~ 

(37) In addition to the high rate of bankruptcies and cxia, a number of other indicia indicate the 

CLEC industry is vulnerable. For example, financial market evaluations, which represent a 
summary of expectations regarding future profitability, have indicated dismal expectawns 
regarding the CLECs' prospects, with market capitalizations met 95 percent below their 
height in latc 1999. While poor stock performance affected the en& telecommunications 
industry, the drop for the C E C s  has been particularly steep. Thus, as seen in the following 
graph wherc the capitalization of the entire CLEC industry rcached 24.7 percent of the 

capitalization of BeUSouth, Vcrizon, and SBC in late 1999, it w a s  barely two percent of the 
capitalization of thox three firms at the end of 2003. Indeed, the worth of the industry 
relative to the RBOCs is cvcn lowcr than when the Telecommunications Act wps first 

17 
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Figure 1: CLEC market capitalization as a percent of capbllzation of BeIISouth, Verbon, 
and SBC 

swm: ALTS and Barnslah Invo?ltml Research and MargenvnL 

(38) To the extent there are parties to this matter that have gone b a h u p ~  most have 
reorganized. Nevertheless, few of the CLECs we spoke with could be categotized as being 
financially sttong. Most were EBITDA positive, although they had only become positive 
recently and many are stil l  cash-flow negative. Thus, despite recent improvements, the 
positions of most CLECs sfill appcvs hjghly vulnerable to regulatory changes that will 
increase the cost or difficulty of obtaining access to wmpetition-enablingplatforms. A 
number of these firms have explicitly indicated that if they could not obtain UNFk for 
transport and loops, this would have a significant adverse impact on their business model." 
It is also important to note that, in the case of bankruptcies, the book d u e  of assets may 
fall due to thc conditions of the reorganization. Thus, the increased solvency of many of the 
CLECs may not reflect fundamend improvements in future prospects Yet another 
indication of the vulnerability of the CLEC f&ge is the current regulatory uncenainty that 
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it faces regarding ncmork access and the negative consequences this uncertainty creates for 

raising necessary capital in financial marketsu 

Further, in the intcniew process, many CLECs indicated they had difficulties obtaining 
financing through the capital mukets. This was due to both their own precarious financial 
conditions and current uncertainties regarding h e  viability of the CLEC industry as a whole, 
including the nature of the regulatory cn~ironmcnt.’~ Security 6hgs  also indicate that for a 
number of UECs, debt loads are high and this limits their ability to ob- financing. In 
its 2003 10K report, McLcodUSA, Inc. reportcd net losses ~ c y y c a r  since operations began 
in 1992. The company acknowledged~&at~‘‘if =-do not become profitable in the future, we 
could have di&culty obtaining funds to condnue our o p m t i o a ~ . ’ ~  In in 2003 1OK report, 
Choice One Communications notes, ‘We may not have the ability to dcvdop strategic 
alliances, make investments, or acquire assets ncccssacy to complement our adsting 

business.”” Sevenl other CLECs have also indicated sedous questions exist regarding thdr 
ability to raise capital in their SEC filings.’ Moreover, a number of venture capiralistJ have 
submitted affidavits in various proceedings indicating that the loss of LJNEs would make it 

unlikely CLECs could amact any capital.” 

Yet another indication of the vulnerability of the CLECs is the publicly available 

information on rhcse companies’ credit radngS These ratings represent the credit ndng 
agency’s assessment of the debt-holder’s risk of receiving pMu@ and interest from the 
firm issuing the debt. The l o w  the rating, the higher the probability of default on interest 
payments and pkcipal repayment, and the w e r  the probabaty of b*pq. Out of 
nine firms identified as CLECs whose debt was rated, eight had debt that rated below 
“investment grade” @e., junk). 

(39) 

(40) 

M 

45 

4 

4q 

48 

49 

Discussion  wid^ BEGIN PROPRIEIARY END PROPRIETARY 
Intcwiw wkh BEGIN PROPRIETARY END PROPRIETARY 
McLtcdush, Inc. 2003 IOKFkpon, plge21. 

Choice One 2003 1OK Report, ~ngc 1’3. 
fibcrNct Telecom 20% 10K Report; DSL Ncr Inc 2003 1OK R e p a  
Eg., see the dcdvrdorw ofJohn Hunt,]amu N, Peny, J.. d Pcm W.O. Claudy in Suppon of the Rc$y 
C o m w r s  of thc Compctiave Tclecommuniuth.r Association. 
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Table 2: CLEC Standard & Poor‘s CmdN Rating8 

(41) In addidon to suggesting a high probability of bankruptcy, low debt ratings inctru~c t h ~  yield 

on debt, which means the cost of debt capital for thc firm is highct Imv r a d  debt nlso 

suggests that the firm is likely to face dificuldcs in raising ncw capita @.e, public debt, bank 
debt, or equity). 
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V. THE IMPAIRMENT STANDARD 

V.I. The impairment issue: the context 

(42) The  technical and legal dimensions of the issue of “impairment” have cerrainly proven to be 
contentious to this point, and now the USTA II decision has once again dictated an 
additional detailed r~fmemcnt.~’ In doing so, it is critical that the Commission not lose sight 
of the ovrrarching fact that the Telecommunications Act imposes a fundmend change in 

the responsibilities of the Commission. In particular, the history of regulation has 
traditionally been one of protection protection of the monopoly from competitors, and 
protection of consumers from the monopolist The fundamental change unbodied in the 
Telecommunicaaons Act of 1996 is that, rather than maintaining a policy of protecting 
consumers by preventing incumbent monopolists from exercishg their monopoly power, the 
Act embraces a policy of cnubling coqetirion. T h e  Act’s approach requires a more af6rmatlvc 
set of actions than any regulatory paradip employed in the past Not merely is competition 
to be permitted, or tolcrated, or even accommodatedinstcad. the Commission is now 
directed to seek ways to enable competition affirmatively. 

(43) ~n fact, in its 2002 Vcnipn decision, the Supreme Court was quite dear regarding the 
Congressional intent behind the Act?’ The Coun noted that Congress sought “un entire5 new 

o&-fiiw o/ @mtinE m o n o p W  and that the policy chargc was “to rrorgarn’q! mark& 
ngubted utibties’ monopobes mtnerubh to intdpm.”” Thus, in light of the Supreme Court‘s 
judgment, there can be no doubt that the Commission’s prime directive is to cast off the 

anachronistic tendency to protect the incumbent utilities from competition and, instead, to 
undertake policies that enable competition (i.e., the competitive process indg to become 
effective?‘ Indeed, the Court went so far as to note that “the Act appcan to be an explicit 

nffdrrng 

51 Fornrninu,sec~O,~lS-MuldUSTAIIn~pe.13-15. 
u 

51 

Y 

~eriron communications, 1% Y. PCC, 535 US. 467 (2002) CYedzotl’? 

Vccizon, 535 U.S. at pp. 488489. (Ehphasis added.) 
?he laudable god of pmmodng compcution through cnnpctition-cdling policies is & k c t  from misguided 
polides thnt p”mt individd compcedmrr. Ecanomisu widcly endorse rhe former, bumcsxd by rhc passage 
of rhc Tdccommuniclthna Act, while economists and antinust schoks routinely denourrc thc btm. 
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disavowal of the familiar public-udlity mod &..in favor of novel rate setting designed to givc 

aspiring competitors every possible incentive to enter local r e d  telephone markets, short of 
confiscating the incumbents’ property.”55 The lesson from the Supreme Court is that as the 
Commission seeks to craft economically sound and legal standards and tests, it must do so in 
a fashion that is truly competition enabling.” 

It is also important m note that much of the compctition that exists today has developed in 

an environment in which access to unbundled nerwork dements has bccn available It would 
be a logidmistabcropoint t o k d e d o p m e n t  of this compctiuon predicated on the 
availability of UNEs as evidence that UNEs are no longer necessary. Likewise, it is also true 

that the development of pockets of competition is not evidence that additional steps might 
not need to be taken to further enable competition in other arcas or market niches 

(44) 

V.2. The impairment issue: the specifics 

(45) The issue of impairment emanates from section 252(d)(2) of the Act that states that ‘*[i] 
determining what network elcmcnts should be made available ... the Commission shall 
consider at a minimum, whethcr-(A) access to such network dements as are proptietary in 
nature is necessary; and (B) the failure to provide access to such network dements would 
impair the ability of the tdccommunications carrier seeking access to provide the scMces 
that it seeks to offer.” In its interpretation of this statutory language, the Commission has 
stated that, “A requesting carrier is impaired when lack of access to an incumbent LEC 
network dement poses a barrier or barriers to entry, induding operational and economic 
barriers, that are likely to make entry into a market uneconomic” (TRO, 7 7) 
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specific ~ocations, kduding costs of intra-building ducting and cabling. Sunk costs are bo 
substantial for collocation facilities-including those associated with the set-up charges 
imposed by the ILECs and the costs to the CLECs of quipping the cotlocation fancility. 
Non-recurring fees imposed by the ILECs for a number of services, including mss- 
connections at the collocation space, also constitute signiticant sunk costs for the CLECs. 

First-Mmer Advantages. When a firm is able to gain an advantage in the marketplace as a 
result of entering the market first, it is said to haw a hrst-mover advantage. There are a 
w ~ m b ~  of sources of titst-mover advantages, such as advertising and gaining brand name 
preference, patents, sunk costs, and rightsdf-way.First-mover advantages often create an 
absolute cost disadvantage for new entrants, which if large enough, can be a barrier to enpy. 
Fmr-mover advantages can also contribute to the effects of economies of scale and high 
sunk costs. The first-mover advantages to the ILECs in the markets for loop and transport 
include: ease of access to rights of way, ease of access to buildings and intra-building 
cabling, and reputation sccured during a period of monopoly incumbency. 

Absolute Cost Advantages. An incumbent has an absolute cost advantage if, for any given 
level of output, the incumbents' per unit costs are lowa than for an entrant.)p Possible 
sources of absolute cost advantages indude privileged access to resources, control of a 
better technology or more efficient means of production which cannot be duplicated by the 

entrant, limitations in the availability of productive bctors, the lcaming curve. and a lower 
cost of capital. Absolute cost advantages, if of suffcient size, can deter entry or make it 
impossible for entrants to provide service in an economic fashion. One example of an 
absolute cost advantage is the frec (or low priced) acccss that the ILEC e n j v  to its rights 

~ ~~ ~~~ 
~~ ~ .~ ~~~ ~ 

~~ 

of way. 

Barriers Within the Control of the Incumbent LEC. Strategic behavior by an incumbent 

can prevent entry from occurring. For example, under c e r e  circumstances, an incumbent 
could deter entry if it invested in additional capaaty today, such that it would be likely to 
lower prices when entry occurs, creating losses for evcryonc Such behavior is tadond ody if 
h e  incumbent expects that an enaant is likely to be deterred from entry as a result. Another 

59 'Ihis diffcxs from rhc d e  economics discussed above, in Jlnr each car& is producing as thc same level of 
output, while w l c  economics adst bxausc one c d u  p d u m  a higher volume. 
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strategic behavior is product differentiation, which refers to a firm’s attempt to distinguish its 

products from other firms’ products and gain the ability to raise the pricc through 
adverdsing, the development of a b m d  name and product image, varying the product 
charactensacs and qudity, and selling in different locations. When faced with prospective 
entry, an incumbent monopolist can also dctcr entry by inducing its customers to sign long- 
term o r  high-volume contracts, with substantial penalties for breaching the contract These 
contracts can act as a barrier to entry, if they prevent customers from switching to an 
entrant. A pdmaty source of the banien within the control of the ILU: is where the CLEC 
must obtain loops from thc ILEC and cross-connect those loops to its own anspor t  
facilities The CLECs are dependent upon the ILEC for timely and eftcicnt provisioning of 
the loop fadtiesM 

Thc critical concept of course, in this debate, is how the Commission shall define the 
concept of “impairment.” If impairment is defined “too leniently,” then the CJACs will 

have access to ILEC facilities where they could more economidy build their own facilities; 
too harshly, and the CLECs will be umble to compete where they should be able to do SO. 

In this regard, the Commission has found it necessary to refine its impairment standard 
several times in response to various criticisms offered by the courts. Even with these 
refinements that were most recently embodied in the TRO. the Commission’s impairment 
standard has still be subjected to criticism from the court for being too “open-cndcd.” For 
example, the court stated that the Commission’s definition of impairment is ‘%ague almost 

to the point of being empty” because it does not specify the rquired lcvcl of efficiency of 
the CLEC who is impaired. Specifically, the Commission’s phrase “...opemtiond and 
economic barriers, tbd ~n to make mtg in& a markel uncmnom~“ raises the qucsdon in the 
court’s mind “uneconomic by whom?” That is, does the uneconomic entry standard apply to 
an eftidcnt CLEC, or to any CLEC no matter how inefficient).“’ 

(47) 
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(48) Additionally, in the context of a discussion of wireless carried access to unbundled 
dedicated transport, the USTA I1 court raised what might be seen as a paradox. SpccifKBuy, 
the court recognized that given “the ILEC‘s incentive to set the tariff price as high as 
possible,” the ILEG might seek to use the offedng of special access as justification for 
circumventing the unbundling (and pricing) requirements of the Act But the court also 
observcd that, at lust  in the case of wireless urricrs, the use of dedicated ~ a n s p o n  circuits 
at special access (rather than UNE) =us did not appear to be harming 
Consequently, the court found that a “blanket rule” that treats special access as irrelevant to 
be too stringent. In particular, the COUR observed that if, as in the case of wireless cerdm’ 
access to dedicated special vansport circuits, competition using s p e d  access is 
“flourishing,” it is “hard to see any need for the Commission to impose the costs of 
mandatory unbundling.’w 

(49) While the court’s actions may seem to create consjderablc uncertainty and create a 
propensity to “go back to the drawing board,” our review indicates that tather small, but 
entirely logical refinements in the concept of “impairment” can simultnncously address the 
court’s criacism of the earlier impairment standard and advance the cause of advancing the 
pro-competitive goals of the Telecommunications Act. 

(50) Spccifically, we propose a refinement to the impairment standard that eliminates the “open- 
ended” criticism of the USTA I1 court and much more clearly focuses the standard on an 
investigation of the “structural impediments to competition” that the court highlights in its 
opinion.” Additionally, the refined impairment standard removes the “spedal access 
paradox’’ that the USTA I1 court identified. It does so by dlawing upon the extant body of 
language, methods, and tools from the competition policy (mtimst) arena. In p‘dcular, we 

proffer a spcdfic refinement to the impairment standard that retains the key features of the 
impairment standard that the coutt found to be “an improvemcnp but also refine the 
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concept further by adoption of language parallel to that utilized in mainstream antitrust. The 

result is that the “open-ended‘ criticism is squarely put to rest and other issues raised by the 
court markedly rccedr Furthermore, we show that the Tdecommunicadons Act’s 
competitor impairment concern is equivalent to Competition policy’s concerns for the 
competitive health and performance of a market. Thus, consideration of the compeution 
policy-based standvd reinforces the competitor impainnent prinaples already devdopcd by 
the Commission. 

V.3. The impairment standard 

(51) To implement the above concepts, we propose the following impairment standard: 

Requesting carriers are impaired in their ability to provide the services 
they seek to offer if the consequence of failure to provide the requested 
network element poses a b a d e r  or barriers to entry. includlng 
operational and economic barriers, and where the effect may be 
substantially to lessen competition, or to tend to create a monopoly in the 
provision of the retail services that utilize the requested element 

(52) This standard appropriately retains from the TRO the focus on the presence and degree of 
economic and operational barriers to entT. But rather than focusing the standard on 
whether the impact of those barriers is to makc entry “uneconomic” (which the court found 
“too open ended”), the impairment standard now links the presmce of such barriers to their 
prospect for lessening competition. Unlike the open-ended m1~fc of the “uneconomic 
entrf‘ langunge, the lessening of competition standard brings with it both a set of 
discerning economic tools and rich case law from the antitrust economics and law arena. For 

instance, the antitrust enforcement officials, and courts haw been able to successfully 
determine when mergers, exdusivc dc&g or price discrimination has crested (or not) chc 

prospect of lessened competition in markets since the passage of the Clayton Act of 1914. 

Marketplace characteristics, induding the present market structure of the properly defined 
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relevant market, the ability of new firms m enter and expand, and the prospects for the 
unilateral exercisc of market power all arc well !mown central dements in such an analysis.“ 

In adopting this standard, it is especially important to be clcar on thc meaning of two of the 
phrases in this proposed standard. First, competition may be ‘lessened” by either reduced 
supply from already misting CLECs in a marketu or by reductions in thc propensity to enter 
by prospective entrants. Also, in this regard, we notc that the standard docs not require non- 
provision of the requested dement “to substantidy lessen competition” but rather requires 
that the effect of non-provision “may bc subsmtidy to lessen compctition.” Thug a dcar 
and correct application of the standard does not require a demonsmation that a lessening of 
competition occur, but rather that it may occur, Similarly, a correct application of the 
standard does not require that the magnitudc of the impact on compcdtion, should it occur, 
be “substantial:’ but rather simply that the effect is “to lessen competition.” Second, the 
phrase “tend to create a monopoly” absolutely cannot be taken in isolation to mean that 

there is RO problun with an action (here the denial of UNEs) so long as it does not result in 
only one provider in a market. Any action, here the vithholding of one or more network 
elements, the effect of which “may be substantially to lessen competition” is prohibited. 

I 
Thus, where the withholding of a UNE may “tend to create a monopoly” in any ’ 
relevant geographic market may be seen as @umt to create a finding of impPirmc“t, it must 
be clcar that the result of “monopoly” is not a necessary mndition for the finding Of 

impairment. Rather the ncccssaty condition is simply that suffiaent economic and 
operational barriers exist such that, but for the provision of the requested clement, the effect 
may be substantidy to lessen competition. Equivalently, wherver the f d m  to provide the 

(53) 

The tools and mcthods to discern whm m acdvity such u a merger, pace dixdmiDItim M aclusNe dealing d 
lead to the pcoapm for lmscning competition is part of the ongoing p a ~ d c e  of .nutnut caforcavnt OW. 
In general, see the Deplmnent ofJusdcc homepage. http:llwr%usdoj.pIau/. For L apeCihc rcccat 
cmrplc in which the Dcpnmncnt urcd rwidssd mdtnut economic rmL to identify a situation h which there 

Likely to bc lcrocning of competition, M United Seam V. Syngenm AG, As~nzeneu PLC, Koninldijke 
coopentic &sun UA.  md Mwna B.V.. h t r p : / / u n w . u s d o j . p / ~ a / ~ 1 ~ 0 5 1 ~ 1 2 0 5 1 ~ ~ ~  

66 Rcducdons in thc swly of aunt  CLECS in p market my k brought &our by thc crnagc4cc of, say, absolve 
mt 4 m - s .  that mny accnmpany the eliminadon of UNEbased punision of network eluneots Vmemer 
lltcrnadvc pccess to such elements is not ivsilzble on cos5 tcm akin to thoac enjoyd by the ILBC. 
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access (and not UNE access at TELRIC rates) is available. At the same time, the court 
recognized the incentives of the  ILEC “to set the tariff price as high us possible” and that it 
is undesirable to have a standard that allows ILECs to avoid unbundling rqukements by 
simply offering the element at somewhat substanti+ greater thnn TELRIC ntcs.‘ 
Accordingly, the Commission must suike a balance that simultaneously rcduccs the 
prospects that the ILECs use thcir own tariffed offerings such as special access to 

orcumvent the Act’s unbundling requirements, while also reducing unncccssaty unbundling 
requirements &., when the consequence of failure to do so does not “impuie 

competition.”) The proposed impairment standard does exactly this SpedGcally, by focusing 
on the impairment standard more tightly on whether the effect of failure to provide the 

requested element “may be substantially to lessen competition, or to tend to create a 

monopoly,” the standard ensura that the ILECs cannot use their own tariff offerings (e.g., 
special access) to impede competition by denying unbundled access where there may be 
deleterious competitive effects from doing so. At the same h e ,  the same language in the 

proposed standard ensures that where the effect of failure to provide the requested element 
docs not lessen competition or and to create 1 monopoly--as in the case of wireless 
carriers’ access to dedicated transport-then no unnecessary unbun- is required.” 
Importandy, as described in Section VI1 below, a variety of evidence from the TRO, state 
proceedings, publicly available sources. and CLEC interviews indicates that the same 

standard that in this case leads to the presumption that wireless carriers’acccss to dedicated 
uansport is unimpaired strongly supports the conclusion that the a d a b f i v  of s p e d  
access does not mitigate the impairment of wireline CLECs without access to dedicated 
loops and transport 

68 I h c  mun m-es hac PI snx  clmdon of ntea *bow TELRIC, cornpcdton a imp& and thu 
sdpdiodon of rvhm such P Ihrcshold has bccn crossed “.ugh[ n i ~  d pdministnble issues” for the 
Commission. USTA n at p. 33. 
WF ilisumc in rhir rutemmi. nrgucndo, USTA I I  coun’s ruggadon chmr cornpention in wirdcas mnrkeu h 
today able to “flourish” cvcn though wxhxs c m i n s  ace dcnied UNES access lad M made IO py s p c d  
ac-u mrcs for dedicated mrpon We have nor conducred an iadependenr uscssment of the ddrmu &a 

(’1 

of h s  assumpdaL 



REDACTED-FOR PUBLIC INSPECTION 

The standard is squarely consistent with the USTA I1 court’s interpretation that the 

Telecommunications Act’s purpose is “to stimulate competition” by focusing on “ s a ~ c t u n l  

impediments to competition.” 

The standard provides a sound platform for the establishment of spedfic impairment 

criteria (tests) that arc sufficiently discerning to identify reasonably cases of impairment and 
non-impairment today, while simultaneously being sufficiently dynamic enough to 

accommodate the evolution of the industry suucturc with its consequent *es in the 
factual c i r c u r n s t a n c e s ~ s u r ~ ~ ~ g - l n ~ m e n t  ~ ~ 
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VI. MARKET DEFINITION 
- 

(55) As noted by the USTA II court, “Any process of inferring impairment (or its absence) from 
levels of  deployment depends on a sensible definition of the markets in which deployment 
is counted.”’” We agree and, in fact, under the revised impairment standard, the issue of 
market d e f ~ d o n  becomes, as in the antitrust arena, c a m 1  to sound policy decisions. In the 
TRO, the Commission offered a compelling case for a “route by route” specification of the 

-relewet gwgxaphiunarkct for dedicated loops and ansport.” The USTA II coutt, wfiilc 
not finding this market definition unlawful did mise a couple of issues regarding the route 
by route analysis of dedicated ~ X M S ~ O C ~ .  

(56) Spedficdy, the court suggested that the Commission ‘‘cannot simply ignore facilities 
deployment along similar routes when assessing impairment.” Indeed, to press its poinf the 
court identified the possibility of three points A, B. and C that are all in the same geographic 
area and “are similarly situated with regard to ‘barriers to entry.”’ In this case, the issue the 
Court raises is whether evidence of more abundant deployment on one mute-pair might 
provide evidence that, despite a lower presence of current competitors, the other mute is 
also unimpaired. As the court acknowledges, the Commission has, in fact, already pointed 
out why such higher deployment on one route is not sufficient to make a non-impairment 
finding along other routes” The court’s admonition, though, is that the Commission cannot 
ignore such deployment We note, however, that to the extent that the correct market 
d e f ~ t i o n  is, as we believe and the Commission previously found, route by mute, the fact 
that these routes are different markets means that they cannot automatidy be mated the 
same. Thus, the assumed hypothetical proffered by the court that the markets are “similndy 
situated with regard to the barriers to entry” is not a valid assumption, because the routes 
have been determined to be in different markets, and thus may not be s h h t l y  siNated with 
respect to the height of entry barriers Indeed, the absence of o b s e d  comperitors on one 
of the mute-pairs may well provide evidence that the LWO route-pairs arc not similarly 

, I 
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(59) In  the case at hand, the dunand-side geographic substitutability for tdecommunications 
services, such as those provided by enterprise loops and transport is extremely h. Consider 
for instancs the consequence of a hypothetical monopolist ova an enterprise loop between 
two points A and B. In this instance, the market defintion exercise requires us to ask the 
question whether, in response to a small but significant and non-transitory price increase, the 
customer would substitute telephone calling to an alternative route, say from A to another 
point C. Such substitutability is extremely unlikely. Consequently, the Commission’s 
determination of customer-by-customcr and toute-by-route markets for enterprise loops and 
transport, rcspecdvcly, is entirely sound and highly unlikely to give rise to “error costs.” 

The second issue is whether, given some possibility, (shown here to be remote) of error in 
identifying the relevant market, what are the policy costs associated with any false positives 
and false negatives? This matter is straightforward. In the case at hand, because demand- 
side geogtrphic substitutability is virtually zero for telecommunications services. the only 

possible source of etror costs would spring from a failure to account for the supply-side (i.e., 
may and entry conditions) at  

impairment must account for the supply-side either by explicitly accounting for any 
geographic supply-side substitutabilities (across different routes) in the market dchition 
process or, alternatively, by accounting for supply-side-based entry conditions in the specific 
impairment test While both approaches may, theoretically, yield the s m e  results, the critical 
factor that will reduce the error costs is that the Commission account for this supply-side 
substitutability at  some sage. 

In the case at hand, the Commission has done so by choosing to usc a convmdonal 
demand-side substitutability approach to the market delinition process and to then to 

include supply-side (entry) conditions in the impairment tat. Both the speufidon of the 

Impairment Standard (discussed in V.3 above), which focuses on economic and operadod 
barriers to entry and the Impairment Test (discussed in W beloar), which focuses on a 
presumption that with enough actual competitors in a given market entry barriers have been 
ovucome, include a consideration of enfry and barricn to c“q (the supply-side). 

Consequently, as the court seeks, the error costs associated with the CommissioflS 
impairment standard and test have been minimized. 

(60) 

stage in the analysis. In particular, a correct analysis of 

(61) 
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(62) Beyond this assurance, yet another consideration also rcvcds that the costs associated with 
alternative approaches to market definidon are likely to be quite high. Specifically, as the 
court has recognized, the supply-side conditions associated with entry into any particular 
route/market are Iikcly to be particularly nuanced. Consqucndy, any attempt to incorporate 
such nuanced considerations at the market definition stage will prove to be particularly 
unwieldy and administrativdy inefficient. Some markcts, those with limited supply-side 
substitutabilitics, would be judged route-pair markcts for purposes of applying the 
impairment test, while other arcas with higher supply-side substitutabilities would be judged 
to be larger market m a s  for purpose of the impairment test. Both the Commission and the 
court must surely see the prospect of such a jumbled menagerie of geographic market sizes 
as administratively impractical In sum, the market definition chosen by the Commission, 
which focuses on demand-side substitutability is perfectly sound, and because supply-side 
considerations are taken into account by the Commission, the mute by route and customer 
by customer geographic market definitions adopted by the Commission ax economically 
sound. 
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